The radical reorientation of the federal budget during the 1980s provided generously for military expansion at the expense of pressing social needs. In the wake of such dramatic upheavals, the federal government will eventually be compelled to seek out new sources of revenue in order to compensate for the decade of neglect. But where will the resources be found to close the deficit, fully fund education, support the sick and impoverished, rebuild the infrastructure, and cleanup the environment?
The Economic
Policy Institute has placed a price tag of $65 billion on these necessities. As policy makers survey the revenue alternatives -military cuts, a more progressive income tax, a corporate take-over tax -one area they should not overlook is the corporate profit tax.
Most people were aware that the corporate profit tax 1975, 1980, and 1982 . Although the conservative policies of the government in the 1980s succeeded in keeping corporate taxes relatively low, this was only part of a thirty year decline.
[See Figure 1 in the Appendix]
The reasons for this decline can be traced to changes in three factors: taxable profits, effective tax rates, and corporate tax credits. [See Figure 2 in the Appendix]
Tax Credits
The amount of tax actually paid by corporations is found by multiplying corporate profits by the effective tax 2 The statutory rates were found in Ando et. al. (1985, p.55) , IRS, "Corporation Income Tax Returns", and Rosenbaum (1990 The relative importance of the tax credit can be evaluated by dividing the total corporate credit by government expenditures which is graphed in Figure 3 7 This reduces the overall tax burden by an amount equal to net interest multiplied by the effective tax rate. 8 See Pechman, (1977, p.361) . Even the 1960 depreciation rate may overstate actual tVeconomicNt depreciation but at least each year will be comparable as long as capital wasn't wearing out any faster or slower during these three decades. The correction for net interest is made by simply adding it to reported profits. Both of these adjustments are described in more detail in the Appendix.
The effects of making these adjustments can be seen in [See Figure 8 in the Appendix1
The benefits of these policies are not limited to the additional revenue that would be generated. The foreign tax credit currently creates a strong incentive for U.S. firms to invest abroad at the expense of U.S. jobs. By eliminating this credit, some firms may be more inclined to invest in the U.S., generating more domestic jobs and income. Also, the current tax code creates a bias in favor of debt over equity by allowing a deduction for net interest. As a consequence, many corporations have increased the relative size of their debt which reduces their financial stability especially during recessions.
Including net interest in the tax base would eliminate this bias.
Obviously, many important details have to be addressed before these policies can be implemented through corporate tax reform. Some policies would have to be phased in gradually while others could be implemented rapidly. The U.S. would also find it advantageous to coordinate its tax policy with other countries in order to avoid an international bidding war to determine corporate national identities. Another consideration is that the current\ period may be an inappropriate time to raise taxes if we are in fact near the peak of the business cycle. In order to avoid any sudden decrease in aggregate demand, corporate tax reform may have to be postponed until the end of the next recession. Unfortunately this also means that it's too late to eliminate the debt bias which has already impaired the resiliency of the corporate sector. In summary, each of these concerns should be given serious consideration but none of them present insurmountable obstacles if the corporate profit tax is to be restored.
Appendix: Data and Analysis
One of the objectives of this paper is to show that the percentage of federal government expenditures financed by the corporate profit tax declined from 1960 to 1986.
Therefore the appropriate variable is the ratio of federal corporate profit taxes to federal government expenditures.
Most of the data, including corporate income subject to tax (defined as profits, (ll), total income tax after credits CT) t total tax credits (C), foreign tax credit (Cf), This correction would maintain a constant average depreciation rate, thus eliminating any increase due to tax reform. But it would also eliminate any legitimate inorease caused by the structural shift in the economy from goods producing industries to services.
In 1960, for example, average depreciation rates in wholesale and retail trade (8.5%) and services (10.2%) were distinctly higher than in transportation (3.4%) and manufacturing (5.8%). An increase in the relative size of the first two sectors would cause the average rate for the economy to rise. Separate estimates of structural change show that it accounts for . 25 of the total 4.04 percentage point increase during this period.9 Therefore it is assumed that the actual depreciation rate increased linearly from 5.18% in 1960 to 5.43% in 1986 which allows for a small increase (.25) due to structural change. These new 9 Specifically, the change due to structural factors is equal to C diASi which is summed over seven major sectors (i.e. mining, construction...). In this expression di equals the average depreciation rate between 1960 and 1986 and ASi is the change in asset shares for each i industry. The reason structural change is not particularly important is because services and wholesale and retail trade continue to account for a relatively small fraction of the economy's total assets. depreciation rates were then used to correct profits for excessive depreciation.
The final adjustment is made by adding net interest to profits that have already been corrected for excessive depreciation.
A decision was made to use net interest rather than gross interest, and to restrict the interest data to nonfinancial corporate businesses. The purpose of including interest is to treat capital raised by debt in an analogous manner as capital raised by equity and since corporations are both lenders and borrowers, net interest is more likely to represent their actual dependence on debt.
While nonfinancial corporations utilize debt to produce goods or provide services, financial corporations use debt to finance lending. Therefore, debt in financial corporations is not a true alternative for equity and is excluded from the profit adjustment.
Inflation
Inflation can affect profits in several different ways.
Since capital goods are depreciated according to their historical costs, capital consumption allowances understate actual costs during periods of inflation, causing profits to be overstated. Furthermore, inflation has a similar effect on inventories under the FIFO method (first-in-last-out) which simply undervalues materials consumed out of inventories during inflation. In this situation, most firms find it advantageous to utilize LIFO (last-in-first-out) which values inventory items at their higher replacement cost.
By using LIFO, firms avoid overstating their profits during inflationary periods which reduces their tax burden. Ricks (1982) profitability of a business but are not accounted for in profits reported to the IRS. Efforts by other researchers to make these adjustments suggest that the errors which tend to overstate profits are on average, offset by those which understate them.12 Therefore, lacking any better estimates of these effects, no attempt was made to correct profits for inflation.
Policy Alternatives
The estimated tax shares reported in Figure 8 for various policy alternatives were generated from the basic model,
In the first alternative, the historical tax rate (t) is In Figure 9 , NIPA profits without net interest (o's) and adjusted to include net interest (A's) are compared to the adjusted IRS statistics calculated in this paper (+'s).
Each of these series corresponds to after-tax profits (federal, state, local, and foreign taxes) as a percentage of GNP. As can be seen in this graph, the downward trend in NIPA profits is essentially eliminated when net interest is included. It is also evident that adjusted NIPA profit rates (including net interest) are lower than the IRS adjusted rates after 1970, largely because of the one-sided adjustments for inflation. If, as assumed in this paper, 
